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Fw.?CaSI 
1995 1996 1997 7998 1999 2000 2001 2002 

ROE (nq.:'%: 76.2 :3.2 5.8 9.8 : 3.3 9.9 :0.0 i0 .4  
Open:ir$ &*:n !%) 16.9 :5.6 :5.5 14.5 ? 6.4 74.5  :4.6 : 4 . 5  
??e-Taax in:. Coveraw 2.4 3.5 2.4 3 5  3.5 3.m 4.0 3.6 
R C 3 G r m  Capex (%; 133.8 :53.1 :35.: 92.8 -.- ..34 98.5 ::c.c 7::.2 

Industry Average Ratios 

a 
For-* ~~ 

1995 1996 1997 1998 1999 Moo 2001 2wz 
:Val Capi;ai (5  3i;:iOnd 2.9 3.2 3 .2  3.i  3.3 2.7 2.5 2.2 
:os1 DebJCaAa: !%) 50.8 L9.6 49.8 29.5 57.9 55.9 5S.C 56.0 
%dCapia!(%, 5.2 5.4 5 .5  5.4 5.9 J., 5.0 5.C 
ConT4Cap::e:l%/.: 43.3 45.0 44.7 45.2 43.; 39.9 41.c 39.0 
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Looking forward, .Uoody's sees a number of i s sGes  taking shape <?at could increase oved i  credit risk in 
the ind.ustry in h e  next several years and a , ~ n  prove to di5erentia:e =<nners and losers. These challenges 
include increasiig capital cxpendimres to build new generating p l ~ i t s  znd comply with tightening enr+ron- 
me& readation, as well as groeng amo~its  of leverage - both on and off of the Gance  sheet - to L i d  
new acquisitions. They also indude bo& the -&eat of overcapacity in regions sa& as S e w  E n g h d  and 
Texas, where s&tantizi new constnoion is underway, a d  exuemc power shortages in California, whi& 
has pushed the envelope for re-re,dation. Layered on top of5ese challenges are the dis-favor &e indus- 
q 1%~ dfe red  in the equity rrarkets and the behavior to wv2ch such shareholder 

Power compzTies have taken a variety of steps to cope +A this growing 3% of concerns. Each compa- 
ny in &e power sector is seeking its o w  ma-ket n i i e  and wxce of coxnperidve advantage. I;. Form's 
competitive s u a t e a  vernacdar, &ese compa%es, which are losig k i r  monoply status, m m  for i?e 
5rst time corhont the five forces oE h y e r  power, supplier power, barriers to e n q  and &t, threat of suS- 
stitu:ion, and rivalv among competitors. T h e  con:ain may be regional, narional or international. 
Strategies include: 

has give;. rise. 

remaoing ver5Aly intcqated in the iome state where regulation ailows &e utility to do so; 
rernairiqg ve;dcally inteamated in the home state whik expanding wholesaie revenues though ge.e.lcr3- 
don and merchm: trading in other states; 
becoming a m::D-scate unreplalated merchant trading and generatifig company; or 
making reg.ona1 combinado- eleccic and p s  2isrr;budon piays. 
L? pursuit of one or more of t h e  stra:e$es, corprax  resL-xmrihg conrioaes mabated, G:h new 

coaplcs orp?izxions being formed in t h e  wake ofmergers 2nd acqusxons, asset spin-offs and salcs, azd 
divisIonai IPOs. In respoxe, once scaigh5ooruiard peer g r o q  financia1 comparisons 5ave @veri way :o a 
more sop5isticztcd araiysis &at considers the complex interplay of diverse b-&ness rid! profiles mder &e 
inmesingly co~~lrllon holdi-g company smceare. 

. .  

. . .  

These are the issues we wili be expiorkg in -&is year's i n d ; i s q  oztlook 

WHETHER OVER OR UNDER, CAPACITY CONCERNS A M O R  CREDIT ISSUE 
Going into 2001, one of the most impom:  credit issues we see for those compaAes d l i  engaged in t.3~ 
generzson side of the bi?siness is &e manner in which they manage he i r  overail levels of capacity. Tbis 
includes their ability io hnd a d m a t i c  incease io ca+ ex?en&r:res for new ?ks folloeng a decade 
of underinvesment and to restore resene mar,m?s to more oxnfortab:e Imek without -pxmfn-  a new 
wave of overcapacity. It also inciudes ticir abiiiv to iitegz:e newly acquired generating assets anc oper- 
ate them more eEciently, and to avoid &e political backiash of i ige5ng power shorages in some regions. 

With these cihallengcs in mind, we see three areas in which over or under-capacity situations could 
begin to pressure cedi: rating if they are no: adequazly d d t  w i h  The fin: two areas are S e w  E n e n d  
and Tern, where pizmed capacity additions exceed the regions' peak demand and where t ransmion 
constrains h i t  the ability of local utilities to wbolcde tieir excess out of region. 

T h e  third area is California, whe:c power shortages during &e summer of ZOO0 have led to reqcests 
for local price caps (a!ready seen in East Coas: markets) and codd lead to pressure for re-regulation of the 
induscy more broadly at some poinc As gas prices continue to rise, skeving the economies of new 
Sred generaang plant; as environmental concerns make building coa'! plants problematic; and as mnsmis- 
S ~ O R  constraints contkue to h i :  the wheeliig of power from areas of oversupply to &ose in need, the 
mpply problem leading to higher generation prices Wili not be easily resohwl. While we believe <.at 
dere,&ation wiii evenmdly play out and the narke: w+ll find some de,mee of equilibrium, there is a rocky 
road ahead in the n a y  few years. 

=. 
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0 PAST L CK OF INVESTMENT SPUR NEW PITA 
Given the lack of investment in generation capacity 
over the pas: decade or so and smong g o u t h  in elec- 
tric demand, reserve margins tiroughom :he c0;mrry 
have declined to recorl low levels, necessitating a 
return to new constnction &a: will elevaze capiral 
spending in the i ndusq .  Chart 1 shows reserve mar- 
,& from 1989 rh-ough 1998. 

EveT reson in <!e US has seen rapid declines ii 
reserve margins, with the West (WSCC), :he 
.Wdwes: @CAR and MAD?), and the Miid-Adatic 
regiors @JLM) seeing the shaTpes: dedine. 

The majoriry of -&is n p a d y  w-21 be pro>ided by 
new consmaion of power plaxs. Since mos: of the 
enXng fleet of gexrating phts  are base load, mast of 
:he new construction dollars wilf be spenz bailding 
peakng plants and combined cycle natural gas fired 
plana. Table 1 depicts the amount of new megamy6 
announced by region through June 50, 2000, while 
C h a ~  2 depicts expected reserve margins *&-ouzh 2005. 

EXPENDITURE NEEDS 
ChJI:. 

Historical Total Electric Utility 
Industry Reserve Margins 

3-3 
I 

25 = I 
I 

$ ' 5  

I" 
/I : 

i 
5 :  

Proiected Reserve Marains 

The indusiry's current capaaty constrainrr stem from thc consisrent decline in invescncn: in power 
generation since the mid-to-late 1980s. Begking  in the %Os, utilities became cautious abou: paraking in 
ano&er rwmd of aditionai consrmcdon, having been "second pessed" by regulators on thei- pas: pro- 
,gams. Additionally, virczally every region of the mutry had some degree of excess capacity, with the 
West, Texas, and portions of the Midwes: having among the Featest su&.s. In fact, some companies like 
Public Service Company ofXew Mexico had reserve mrg& -&at exceeded 70%. Tne need for new con- 
struction was further obviated by the emergence i-, Lie mid-1980s ofncw generators armed with c o n m c ~  
issued under the Public Udity Regulatory Poliaes Act (PLXPA) and a focus on developing small-to- 
inmmediate sized plana &.roughout the mumy. 

By the mid 19905, tbe supply of new PUWA conmcn had dried up and talk among developers a d  
L-.l' 'J iues ' centered around 
receiving reasonable recovery of their past invescnena to minimize the level of their stzandcd costs 
(which, for :he mos: pax, they have achieved with tremendous success). The developerr, for tbeir pan, 
also had conccrAu about how deregulation nigiit piay OU: and likewise held off on new projects. Luread of 
building domesdcally, many of the developers, some of h e m  affiliates of utility companies, used their 
returns generated from PURP.4 wnuacts to dabbk in:ernational!y ii i-,fras-mcrure relared projects. 

new world of competition. Mos: utilities were jrimarily concerned wirh 



Sriy rapidy u<& &e 1st two iearr. Sire 1 ~ 8 ,  3yo+; 
marely 55,669 mw of eiectric capacity has bee. sol , uxh 
b.lyers paybg on avc. ae 910 pcr megawar,? h.ong the 
Siprest buyers are a%!ia:es of u~i ines  such as ~c:so:: 
.'&&on Energy, Rcliam Energy, southern Energy, Lic., 
XXG Energ); and PG&E Genmmg Compmy. 

Ir. more and more regions around :he cwnoy, o m -  
ership is being,transferreC and the new ouxers, many of 
whom have pad I q e  premiums for 30-year-oid assets, 
arc operating, t h e  assets differendv &an their orevions 
owners. For instance, ir. Califor&. prior to 1999, the 
three large ~nvestor-owned utilities conuokd the bulk oi 
the generaaon wi-h the sate. Sow, those same assets 
are owned by ei-hr diserenr enddes, as depicted in Chart 
3. similar1 matipie m e n  of gemradon esist in such 
a r d l y  Zreculated markets as Illinois, Peznsylvania, 

s e w  Yorh; an8 throughou: Sew England. 

California Generation 
4.552 3 f 



WEATHER ADDS TO WOES IN CAPACrrY CONSTRAINED CALIFORNIA 
.4F. with any new market, initial impiementation a c  be rwgh and surprises can occzr. Eiemicity is no 
cuception. Each year &e market seems to haw a different area of <?e cm;lrry &a: is operating outside of 
Fople's expeca5on. During the last two years, aaendon has been directed towards the volatility in prices 
that 06 in the Midwest and how the vokiliry crea:ed problems for companies invohed in market- 
ing and trading. To some extent, companies have responded by a d d i g  resources in &e Midwes: ani by 
tightwing credit and naling stan&rds wit5 c ~ m t ~ p a * i e ~ .  

This past sIznmer, t5e western US and in pa*dar, California s e e m  to be center s t a ~  Prices in the 
Caiifonia Power Exchaqe (pa a d  throo&ou: d h  West have soared t o  record ievek rn d h  pas: year, 
due in pax io iccreased regional demand for deccria? and a rightness ir. regiona! new capaciiy. 

Oinote is thc role &at weather has gayer! i? this ,marketplace. For insme, the spike in prices t'mx$ioa: 
the West cdn be pady azribured to the warm weather that has ocoxed  -h psst sum-er. Alrhough regional 
denand is szong in  pan^ due to a mong economy, &is has been die case for severai ymz. The element that is 
&%rent i? 2000 versus pievious years is weather. h con- the zeladvely sable prices eqxricicec G%S parr 
m m e r  LT the .Midwest and in t i e  .Md-A;iandc m. be atdomed to cooier weather in the region. 

RE-REGULATION SURFACES IN CALIFORNIA AND FNIY EFFECT OTHER MARKETS 
Tihis pas: summe:, customers of San Diego Gas ani  Ek&c (SDGE), the orJy utility &at is opeerzcng in 
a fdly dcreplated ma:ke:, experienced suss-mtia! vobd!icy in thc energy component of rheir bil:. Undcr 
dereg-~lzdon in CaliforSa, dl customers have had choice of power supplier since 199S, and since June 
1999, SDGE customes paid the ;nark. ?:ice for elc&.d?- as de:emined by h e  PX. SDGE is respor&- 
bie for securing the suppiy for these mtone:s and ac.ing 3s a pass-:knou& pror<der for the= by bxying 
supgy from 6.c PX a n i  ?using :he costs a!ong :o catomers u?.Jlour any additional margin. 

During 1999, -&is arrangement worked weli for ail par2es as &e mild s m e r  in the West.kept 3vcr- 
age priccs in &e PX fairly rable.  Iiowever, du-ing &e s'31~mcr of2000, PX prices soared to record bels ,  
and SDGE cI1Ftomers Gtnessed their average bill triple and in some cases, quadmple. 

In response to this "crisis," the Cziiforia Ie$s!azre re-re,pla:ed dle Sar. Diego marker in order to 
siabilize prices. Ene rg  prices d i  be capped a: 6.5 cents and SDGE will fund the Oifierence between &e 
market price paid in &.e PX and &e 6.5 cen The  iegisbtion gives SDGE &e o?porc..niiy to recover the 
cos's over a reasonable, but undetermined meframe. Additiordly, the legislation Zeezes rates in Sa:: 
Dego mtil the en2 oE2002, nith <?e option of extenzng the ra:e Zeezc anorher year, ifadeqate cap3city 
additions have no: come on-line. 

It rerrains to be seen wha: impact the San Diego situation will :brave on dereplarion. .4 n w b e r  of 
srates have poinrel to California as another reason to go slow. T h e  Federal Energy Regciatory 
Commission (FERC) is investigasng +.e reasors behind the wholesale price spike in California, and other 
groups have d i e d  for federai intervention to curb wholesale prices in ?-ew England and Xew York The 
possibiliry of some form of federal legislation udl increase uith a new President next year, pamcdarly ii 
the federal goverrment believes (conedy or incorredy) &at some form of federal regulation can prevent 
a San Diego siaation from reofcurring. 

It is, however, safe to say that thc deregiarion genie is out of the bottle. Twenty-sjx srates have enact- 
ed some form of r e s m m i g  law, and companies in these states have legally sepa rad  &cir generation 
and *mansmission businesses, oken selhg their generadng assets or, in some cases, spirming them oE. 

What remairs the big anknown in &is process k the riew of Lie customer. Docs the catomer wan: to 
choose hidiner eiemic senice supplier? Different classes of wtomers in difiererrt parrs of dqe country 
may have very different responses to h a t  quesrion, hu: it remains ccnral to the speed a: which transition 
continues on a national bask. 

It is doubh! that San Diego area residents wouid have embraccd the nodon of coapetkion if &cy 
h e w  in advance that there would be little choice for them and &at the price &at they pay for the sanxe ser- 
vice codd oiple on a year-to-year basis. Alternatively, the San Diego m p l e  may end up being an isolated 
case or may serve w a catalyst for market-based soludons for customer choice with relatively srablc prices. 

? .  

. *  

0 

0 
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.Moody's always considers the costs of neeLrg 61.0mand likely environmental standards in assipirg rat-  
ings, and we expect that these costs u,il! increase over the n e x i  few years as sciczx srandards are passed to 
address gl032i enviroimentai problems. 

The issue is 2 si@ant, but ma9ageabie one in the US. The US EPKs tigkcr standards a-e cxpccred 
to add sigrificant near-term costs for those cornpmies uldi predomina:ely coaI-fired generating Eeets, 
just as competition il generation is increskg. However, entire rcgions tend to have 2 similar concentra- 
tion in generating technolog .becaw of the regional availabiky of coai as 2 i;lei source. Regionz! p w e r  
pices are therefore likely ro rcflcc: &e recoverl; of &ose costs =+&out creaurg 2 competitive disadvaz- 
zge for ar.y one supplier relativc to ohers in <?e re&on. 

Attention to air quality and osier en~ronmenml issues is increasing a-ound h c  globe. Ma?y commes 
use coal as a major, and often primary, source of electric generation because of the ready availa~ility of 
this bel. In the US, the i m s  is no l o n p  soleiy on scl5r dioxide ( S 0 2 )  emissiois as was the case after 
:he Clean Air Act .4nxndmens of 1990. Rather the US Enviror-aental Protection -4gmcy is now pressing 
for mucic lower nitrogen oxide (SOX) emissions to reduce ground ievel ozonc and has aiso dircctei its 
acterrdon more recently to m e r e q  e&,ons. Lr addition global negotia<ons though swccssive s u d t s  
are attempting to reduce carbon dioxide emissions, 2 poIiu+mt believed to be 2 primaxy a w e  behind the 
snnnbg of &c protective sm:ospheric ozone iayer. 

Presszre is only likdy to increase throuzh t&s presidentiai ele&o- year, as both ad idaces  are Z e : y  
to pa: cn%ronmenzl pressare on &e ind,sxy. This codd lead, a: a misirn&~., :o increased expendirxcs 
on SOX re-ova: equipment. L? <?e cx-~me, i: c o d  eEec: i i c  2Yli;y of cml burnkg uciiiees to continue 
optirnidng tizeir coal assets, altbagh <?e rcmnr p a n g  issues amc>ed to p s  have acaally &en 2 boos: 
:o cod ?laxs. .4n a+rct issuc is the ur.cnsion o'nuckar licenses on existing $ants, which wodd hel? the 
ai: qdiv issuc. but is no: Cevoid of environmenti haza:ts. 

Poiitical acdon is recukcd to reduce exirormenta: piiutants. E-ission reduction is 2 policy goa:, no: 
ap. econoric goal. Poorer hc2i:h due to h i g k  po1:ution is a? "enerna:" cost to electric generation (as one 
source of air pollutants) tha: is "in:ernalizec through g.overnmem intervention. Both regla:ed and com- 
petitive generating regimes manrage ody  to mar-tern env~ronc~cntz! standards because of ?remres to 
ai$.nize h e  costs of generation. 

Estimating <:e costs of air +i;y irqrovemen: is O i f t h l r .  Tk science of mcas~ring health cffecs 
and a c k g  chc damage io s?cci5c causes i s  no: precise. Con&caw political pessure, - for example deai- 
icg vlth &e potentid impac of ac t io i~  on &e minixg or a i i t o m o ~ ! ~  sec:ors, ua&g <?e benefits of low 
encrgy prices, and improving pu5lic hcal5 - add to the diEculty. 

The array of :echological choices io reduce emissions enmiis a tradeoff beavcw. capital expcndirzrcs 
and additionzl operating costs. Therciore, .Moody's cxznincs the ability of any generating cornpzny or 
project ;o handle :he "worst casc" scenario. Those generators -&t mainrain the better coverase ratios 
even -under tbe dou-nside case present 2 greater degree of financial flexibility, which oken correspnds 
with higher ratings. 

1 .  

. .  

'.4 

EPA PRESSURES U.S. SECTOR ON NOx EMISSIONS 
The US. EPA is pasIing on nmxrous fronts to impose iougher SOX standards in p a m d a r .  The 3gency 
proposed an 85% reduction in SOX emissions from 1990 levels and d i e d  for affected s w e s  to deve!op 
State LT;$ementation Plans (SIP calls) to address the :egional transport of ozone. XOx is a prec~rsor oi 
p m d  ievel ozone. 

As an 85% reduc<on was viewed as extremeiy costly and would ke ly  affect both energy price, in the 
region and employmcnt, many stares countered wit t  plans to meet 2 65% reduction target and com- 
menced legai battles agains: the higher smdard. 

The EPA directed :he Justice Dcpamcnt to fiie a lawsuit against 22 utiiitics, claiming they had vioiat- 
cd thc Clean .&r Ac: by maKing improvements to their piants and no: insra!ling sta:e-of-thc-arr emission 
conuo! technology, as rcquircd by the Ch4. The utilities couscrcd that their expenditures on their plants 
involved normal maintenance and did not add to capaay. If the EPA is successful, h e s  to the utilities 
codd 'be substand. 
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States dour,uind of the emissions used i h i r  abiliq to petition the EPA to act a,&nst other polluting 
staies and filed Section 126 peddons in A u p t  1997. The EPA granted four ofthese states' petitions. 

a 
The Iegal pressures to comply rose once again in .March of this year u.hen a Federal Coux upheld the 

EP-4s authozity to issue the SIP calls. T h e  EPA did extend the deadline for compliance 13 month to May 
5 I ,  2004.. The states must present their ptans t o  effect this reduction to &e P A  this fall. 

L? addition to the r i s k  posed by uncerrain supply/demand dynamics in a dere,dating market and the 
potential costs of cghtening environmental standards, event risk r m a i x  a recurring theme. US electria 
conrime to acquire each other, as weil as other utilities enp@ in local *w distribution, water companies, 
or even telecomillunications providers. In addition, the bS electric companies themsclves have also 
jecome acquisition targets, incrcadngiy of con-US firms amacted by the stable US economy, supponive 
regulation, and consoiidztion opportunities. 

As stock prices have iagged, rhese new business combinations havc become increasingly hard to hz?d 
uithou: compronisins credi: q.~ality. Vtilities have responded the sale of some asses to finance the 
purG?ase of others --creating a spin-off qcle  that has funher altered bcsi?ess risk profiles --and with more 
off-balance-sheet h a n g  - which to varying degrees is often added back on to the baiance sheet for thc 
p'qoses of credit analysis. 

In the three years since the firs large-scaie convergence mergers betwee:: elccnic and gas ndities, many 
companies have movcd from a pure upstream (production) or downstream (disaibntion) focus to an inre- 
g a t e d  poxfoLo management strategy across business hcs .  Wi'Ithia tiis mode:, t5e upzearn sectors pro- 
vide grouii opportunities, w M e  the doumeam buskesses providc sabi3v - striking a jaiancc bctween 
<%e needs of shareholders and fixed-income investors. However, chis strategic fit aside, 'Ithe increment2 
leverage incurred ia t h e e  mostly debt-financed mnsactions have oftcn resuited in doun,mdes fo: the 
acq-iring electric utilities 

.h we have u.rirten in rebated publications, convergence of the eiectric and gas indusmes fo!lows one 
of two models: upstream or downsxeam. The xptreazz niodeI is an oEersive one that heightens risk in 
order to c a p r e  return for the company's growh-orien:ed shareholders. IC is predicated u p n  o?porruni- 
ties to grow rcvenues in iLlregulated whoiesaie markex, to move k:o competitive businesses, and to 
expand outside of h e  traditional x n i c e  territory. These opporrmities ray 6c globzl in reach and scale 
and are predicated u p n  power trading and mazketins oppomnities. 

Tine downstream mode;, in conmsss does not seek n ~ w  gomd, but ra&er zttmpts to protect the "homc 
%T. ??le downstream business stra:qy concentrates on lcss risky disrr:Dution, which piovides more stable 
cash flows for debt senice. (See our December, I999 Rating .Methodology: Methodologyy Evolves in Rating 
E l e k c  and Gas C o m p y  Combinations, for more on these models and thcir rating Lrplicatiors) 

Vnder the old upstream model, growth of unreplated wholesale revenues is predicated upon success in 
power mket ing  and trading. With r a + q  degees of admuation, companies look to Enron Corporation 
as the leader t o  emulate in wholc or in part. Exon's new merchant trading model focuses on utilizing pam 
or all of its fow core competmcies - project design and construction, n m y e m e n t  of ascts, trading and 
risk maugement, and financing - in ail of its businesses. Moody's views &on's new business strategy as 
aalogous to ar: energy merchant bar& w+.ich, absent prop- controls, could pressure ratings. 

Under the new mer& trading and portfolio management model, TXL follows a strategy as depict- 
ed in Figure I on page 14. The company builds upon two compatible, complementary streams-a portfolio 
of competitive energy businessa and regdated energy-delivezy vires and pipes businesses. The re,$ated 
energy-delivery businwes-the h a i o n s  of delivering natural gas and ele.&city-contribute to market 
presence, generate si,gnificant cash flows, and present the oppomnity for earnings growth. The poxfolio 
management function keeps the portfolio supply and demand porkions balanced and provides market 
infomadon to enable the company to operate in rapidly changing markers. I: deternines when to acquire 
or shed assets and when to enter conuas or e$. them. The comperitive business model now drives 
grow& in Europe, Australia aTd the US and L?e company's conservative implementation of their mode! 
has helped maintain ratings at consistent leveis. 

12 Idooay3 lndusrfy Ourlook 



Moody’s lndusfy Outlook 13 


